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Abstract
There have been several major trends in state sales taxation in
the last decade. Rates have gradually increased, from a median of 2.7
in 1978 to 5.1 in 1993. The exemption of consumption goods has
increased to some extent. Food is exempt in about half the states, as
it was a decade ago. There has been some trend to lessening taxation of
production inputs, but with some setbacks. Coverage of services has
increased, but only slowly. Administration has probably improved,
although this is difficult to document. Local use of sales taxes has
expanded rapidly.
The most serious problem encountered with the state levies is the
inability to reach many interstate sales under the use tax, with recent
U.S. Supreme Court action providing no assistance. Otherwise, the
principal operational problem is the treatment of exemptions.
The use of a value added tax in lieu of the sales tax would
greatly simplify the exclusion of production inputs, but would encounter
a serious interstate problem, with substantial shifting of revenue among
states, compared to the pattern with the retail sales taxes.
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TRENDS IN STATE AND LOCAL SALES TAXATION
IN THE LAST DECADE
John F. Due
It is now over 60 years since Mississippi introduced the first
retail sales tax and California followed, for other states to copy.
Except for Hawaii and New Mexico, which took a substantially different
route with sales taxes of broader coverage called gross income taxes,
the other states have followed along the lines of the pioneers. It is
now 24 years since the last sales tax was imposed, despite discussion in
most of the remaining five states, and recent serious consideration in
Montana and Oregon, in both of which voters rejected the proposal in
1993.
MAJOR TRENDS
There have been six major trends with regard to the taxes in
recent decades:
1. Gradual increase in tax rates, from a median of 2.7% in 1978 to
5.1% in 1993, despite the strong general resistance to any form of
tax increase in the last 15 years.
2. Increase in the exemption of consumption goods, with limited
increase in use of credit against income taxes in lieu of food
exemption.
3. Some increased exclusion of the taxation of production inputs,
especially industrial and agricultural equipment and machinery.
4. Gradual increase in the taxation of services, though without any
major change, and several false starts.
5. Steady growth in the use of local sales taxes, but primarily with
state administration and greater coordination of state and local
taxes.
6. While difficult to measure, overall improvements in
administration, though with increased functional organization of
state revenue departments, to the possible detriment of sales tax
operation.
Rate Increases
The median state sales tax rate has risen from 2.7 in 1970 to 4.0
in 1980 and 5.1 in 1993. Only two states exceeded 6% in 1972, and three
in 1982; 15 did so in 1993. These are state rate figures only. There
is evidence that an increase in the sales tax rate will lead to a lower
percentage increase in revenue, showing a substantial degree of
elasticity of demand to goods subject to sales tax in a particular
state. Sales tax revenues lag behind increases in total income in a
state.
Coverage of Consumption Goods
There have been mixed trends in the tax coverage of consumption
goods. In each legislative session, many states add some
exemptions—often minor but still one more deviation from an optimal
broad based levy. Once a consumption good is exempted, politically it
is very difficult to restore its taxable status. Over the years only
North Carolina and West- Virginia (and Washington temporarily) have ever
made food taxable after exempting it. But a few states have introduced
some form of credit against income tax or an outright payment in lieu of
food exemption, representing sales tax paid on food. Nine states
currently have such provisions, but in several not all low income groups
are covered. The number of states exempting food remains at 25 (plus
the District of Columbia), the same as a decade ago. Prescription drugs
and medicines and some medical appliances are now exempt in all states
except New Mexico, which provides an income tax credit for purchases of
them.
Food exemption is the most important commodity exemption the
states have enacted in terms of revenue, costing several time3 as much
revenue as necessary to accomplish the desired goals, but it has great
political appeal.
Production Inputs
There has been some reduction in the taxation of production
inputs, primarily industrial machinery and equipment and similar
categories for use in vagriculture. Only seven states now fully tax
manufacturing machinery and equipment, though several others tax it
partially. The gradual freeing of these items from tax has come about
primarily from the desire of legislatures to increase industrial
development in the states. As some states have provided the exemption,
neighboring states have tended to do so as well.
West Virginia moved in the opposite direction, from exempting
virtually all production inputs to doing so for only limited categories.
Services
The early sales taxes confined the taxes to tangible personal
property, that is, commodities. The exceptions were the gross income
tax states of Hawaii and New Mexico. Other states have slowly over the
years added services, primarily because of revenue pressure. Only South
Dakota has approached Hawaii and New Mexico in coverage. But several
have added a number of consumer services, including some borne in part
by business firms (repair, for example). Two states, Massachusetts and
Connecticut, moved into the service field in exactly the wrong way, in
terms of principles of consumption taxation, taxing services which are
primarily business inputs. But both states backed away, suspending or
repealing the change, primarily because of strong protests from the
business community.
One other state, Florida, attempted to apply the tax to virtually
all services. But doing so evoked so much criticism that the law was
repealed after one year. Interstate aspects of taxation of such
services as advertising drew particular fire.
Thus the coverage of the state sales taxes today departs from the
form ideal in terms of the principles of a consumption levy in two major
respects: (1) the taxation of some production inputs, and (2) the
limited taxation of consumer spending, particularly from the failure to
tax many services, and the exemption of food, plus some other items such
as goods subject to excises, and in a few states, clothing. The failure
to tax motor fuel ranks next to food exemption as the major source of
unnecessary loss of revenue.
The Rapid Growth of Local Sales Taxes
The other major development has been the continued growth in the
use of local government sales taxes; more states have authorized them,
and their use has grown in the states previously sanctioning them. They
have become nearly universal in a number of states. Thus the combined
sales tax rate is higher than the figures indicated above for the state
levels. There has been a tendency to provide for and require state
administration, greatly simplifying the tasks of vendors and lessening
duplication in audit. There has also been a trend toward requiring
uniformity of the bases of the local and state sales taxes. But there
is still chaos in some states. Alabama is perhaps the worst but
New York State, Arizona and Colorado all have unnecessary complications
in operation, including audit, and differences in base. Where the local
tax has become almost universal, the states would be far better off to
raise the state rate, eliminate the local taxes, and allocate a portion
of the state revenue to the local governments.
Merits and Limitations
All in all, however, the sales tax structures in general are not
without merit. With minor exceptions, the rates are uniform, and the
taxing of production inputs, while by no means desirable, is held to
relatively limited amounts. The various state laws, however, contain a
number of questionable provisions with respect to structure, apart from
those noted above.
1. Motor vehicles. A few states tax motor vehicles at lower than
basic rates, and some allow credit for trade-in deductions on motor
vehicles while not allowing them on other commodities. These provisions
are discriminatory among purchasers of various commodities, and tend to
make the tax more regressive.
2. The taxation of meals compared to that of food. The
philosophy that purchase of food is a necessity but that of meals is not
is little short of absurd. But only a few states make any adjustments
to lessen the tax burden on meals. Distinguishing between food and
meals, especially with fast food restaurants and deli counters, is
troublesome, but the present treatment is better than that in some
states in the past. Local special taxes on meals and hotels-motels have
grown rapidly, partly as a means of catching tourists.
3. Tax cap on particular articles. The North Carolina rule used
also by some cities in other states, setting a maximum amount of tax on
any one item, is completely illogical except to discourage purchases of
expensive articles from outside the jurisdiction, and makes the tax more
regressive.
4. New and expanded industry. Limiting the exemption of
industrial machinery and some other items to "new and expanded industry"
is an almost unworkable rule and is illogical in terms of the sales tax
as a revenue measure.
5. The nonuniformity among the states in many minor aspects.
Some of these differences may be warranted on the basis of features of
the economies of the states, but others are not a product of any logic.
Treatment of wrapping materials and containers is a good example. The
net effect is to make accurate compliance with the tax by firms
operating in several states much more difficult.
Interstate Sales
The principal weakness of the operation of state sales taxes is
the inability to reach most interstate retail sales effectively. As
noted :r> ^ v , the states have made increased efforts to reach
these, with some success. But the Quill decision, one of the most
illogical of Supreme Court decisions in recent years, has resulted in
failure to give the states more effective means of reaching out of state
purchases. From all indications such sales have grown much more rapidly
in recent years than overall retail sales, a trend likely to continue,
with rapid growth of telemarketing and similar systems. The net effect
is to cost the states very significant amounts of revenue and injure
in-state retailers by giving out of state ones an artificial tax
advantage. The uncompromising attitude of the new large mail order
enterprises not having places of business in the various states has
hampered the passage of legislation designed to cut down on the amount
of evasion and discrimination occurring. The extreme anti-tax sentiment
strong in all states makes any effort to expand the coverage of any tax
very difficult politically, no matter how irrational the present
situation is.
It is by no means clear what the outcome will be. Some state
revenue departments are hopeful that compromise can be worked out with
the mail order sellers, but it is by no means obvious that this will
occur
.
Trends in Operation of the Taxes
There are several trends in the operations of the taxes:
Return Periods and More Speedy Filing and Paying - There has been
a noticeable trend toward use of more than one filing period and earlier
filing dates, with the net effect of speeding the receipt of money by
the state, with the period adapted in terms of the circumstances of the
firms. In part this takes the forms of increased prepayment
requirements and increased use of electronic filing.
8Direct Entry of Data - Most states now have computer systems which
allow direct entry of the data on the returns and other information into
the computer base, and direct access to data, now almost universal.
Use of Phone Power - Greater use is made of phones in contacting
delinquents.
Higher Delinquency Rates - A discouraging trend has been the
overall increase in the percentage of firms not filing and paying on
time.
Integrated Audit - Integrated audit of sales and income taxes has
increased. This is by no means universal and integration in some states
is not by any means attained in practice.
Decline in Audit Coverage - The percentage of accounts audited per
year has decreased. Presumably audit selection methods have improved,
but it is difficult to demonstrate this; attempts to develop
sophisticated computer based selection systems has not been highly
successful.
Interstate Cooperation - In general the cooperation among the
states in providing information on interstate sales has improved.
Business Firms and the Sales Taxes
This study has not attempted to consider in any detail the
problems faced by business firms with the sales tax, the various
accounting principles followed, or the effects upon management policies.
This is a major undertaking in itself,- which obviously is warranted.
Most of the existing studies have simply attempted to determine the
costs of compliance with sales taxes.
There are several requisites for effective compliance:
91. Ensuring correct application of tax, and thus distinguishing
between taxable and exempt sales. Adequate training of personnel as
well as acquiring necessary information are essential.
2. Establishment of adequate accounting systems that will record
taxable sales, tax collected, and tax due.
3. Establishment of a system that will ensure that tax is
accounted for on taxable purchases on which the seller has not charged
tax.
4. Use of correct procedures for determining tax liability in
each period and ensuring that returns are filed and amounts due are
filed on time.
5. Centering responsibility for determination of tax status of
particular transactions in the hands of one person or group.
No matter how carefully a firm seeks to follow these rules, there
are without question difficulties and problems, many of them akin to
those encountered by revenue departments.
1. Ensuring correct interpretation of the tax treatment of
various transactions, especially the distinction between exempt and
taxable ones.
2. Ensuring correct application by clerks and cashiers.
3. Correct application and allocation of the local sales taxes by
jurisdiction.
4. Disruption of operations caused by visits of auditors—though
for many firms this is a rare occurrence.
5. Continued misapplication of tax on particular types of
transactions due to initial errors not discovered.
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6. Assessments ac a result of audit which cannot be passed on to
customers when time has elapsed since the sale and payment.
7. Keeping abreast with periodic changes in the tax and
interpretations
.
8. Variations among the states on tax structure and compliance
requirements
.
Overall Administration
It is impossible to quantify the trends in administrative
effectiveness of the operation of the sales taxes. Most states have
moved in the direction of improved selection, training, and retention of
personnel, but serious budget shortages have hampered doing so. The
available data of productivity of audit suggest that most states are not
conducting adequate numbers of audits, even in terms of direct audit
recovery alone. Delinquency primarily occurs among the smaller firms,
so the revenue endangered is a much smaller percentage of the total than
the delinquency percentage in terms of number of firms.
COSTS OF ADMINISTRATION
Because of the widespread use of the functional form of
organization, few states are able to provide figures of cost of
administration of the sales taxes, and even when they do the results
reflect somewhat arbitrary allocations of common costs. Table . -I
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belov; provides data from only a small sample of states, but the results
are highly uniform.
Table • I
Costs of Administration, State Sales Taxes, 1991-93
State Costs of Administration of the Sales Tax as a
Percentage of Revenue from the Tax 1991-93
California .87
Idaho .8
Mississippi 1.0
Nebraska 1.0 est.
North Carolina .68
North Dakota .5
South Dakota .41
Washington .7
The average figure for 1979-81, with a much larger sample, was
.73%; for 1969-70, .98; 1959-60, 1.1; 1948, 1.3; 1940, 2 . 8%
.
1 Thus the
average has come down somewhat over the years. A low figure is not
necessarily the optimal figure; a very low figure may reflect completely
inadequate audit and enforcement, with low cost but substantial
sacrifice of revenues.
REVENUE DEPARTMENT VIEWS ABOUT THE PROBLEMS WITH OPERATION OF THE SALES
AND USE TAXES
Revenue officials in all states were queried about the most
serious problems they encounter with the taxes. The majority of the
states replied to this enquiry, with substantial concentration on a few
aspects of the taxes.
1John F. Due and John L. Mikesell, Sales Taxation (Baltimore:
Johns Hopkins University Press, 1982), p. 326.
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Exemptions
By far the largest number of state officials mentioned exemptions
as the chief source of difficulty, creating misapplication of tax,
interpretative questions, and complicating audit.
1. The constantly increasing numbers of exemptions, mentioned,
for example, in Utah, Illinois, Kansas, North Carolina, Missouri,
Mississippi, Louisiana, South Dakota, Minnesota, Kentucky; and
complexity in Idaho, Illinois, Mississippi, Ohio.
2. The exempt category specifically mentioned as a major source
of problems is machinery and equipment for use in manufacturing, noted,
for example, in Idaho, Wisconsin, Minnesota, Ohio, and Arizona. There
are problems relating to the definition of manufacturing, particularly
when it begins and ends (Connecticut, Michigan) and the exact coverage
of the exempt category. This exemption is, of course, not provided in a
number of states. States that limit the exemption to machinery for new
or expanded industry, as for example, Missouri, find this term very
difficult to interpret, and in fact the exemption tends to become
general. The tax treatment of energy used in manufacturing is also
highly complex in many states. Expenditures for research and
development, exempt in some states, are also difficult to identify
(e.g., New Mexico).
3. There appears to be much less trouble with exemption of items
for farm use, but the problem was stressed in Wisconsin.
4. Other Items - Despite the long experience with food exemption,
some states, e.g., Minnesota, mentioned it. The attempt of some states
to tax snack foods created numbers of interpretative questions. The
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Federally mandated exemption of food stamp purchases creates some
operational problems (e.g., Kansas). The definition of canned software
is another (Wisconsin)
.
Services
Closely related to the exemption problem is that of the tax
treatment of services. As states have added services, there are
questions relating to the precise coverage of various service categories
(Connecticut, Oklahoma, Texas), and in Illinois, which does not tax
services under the sales tax, the exact dividing line between services
and commodities. The line between service and commodity with graphic
arts is particularly troublesome (North Carolina). The treatment of
electricity is complex in some states when it is taxable for some uses
but not others (e.g., Kansas). Any exemption based on intended use is
certain to produce problems.
Local Collection
A major area of administrative problems is created by local sales
taxes. If the local taxes are collected by the local governments, no
problems are created for the state—but substantial problems for the
retailers, who must comply with two separate sales taxes, file separate
returns, be subject to separate audits, etc. Fortunately, there are
only a few states where local collection is permitted and is
significant—Alabama is by far the most confusing, but with some
problems in Colorado and Arizona.
Several aspects are mentioned: the complexity created by the
local taxes (Alabama, Arkansas, South Dakota), the very rapid increase
14
in the number of local taxes (Missouri), serious problems of allocation
among the various local governments (North Carolina), the large amount
of audit time devoted to the local taxes and their allocation (Texas,
Arkansas), general problems (Oklahoma).
Some states permit local government to impose and collect business
taxes and gross receipt of taxes on professionals.
The Interstate Problem
Of major concern to most revenue departments and to the state
governments, the one involving the greatest revenue loss, is the
interstate one, the inability to enforce the use tax against out of
state vendors or instate purchasers. The revenue departments have given
substantial attention to trying to get increased registration of out of
state firms, with limited success. With most states now, the greatest
concern is with catalog sellers, rapidly growing in importance. Nevada
and Illinois express particular concern, but almost all states find this
to be a troublesome aspect of the tax. Cross border purchasing has
always been a problem with some states—Washington and Idaho lose
business to Oregon, for example, to the point at which Washington has
established special rules to allow persons from neighboring states to
buy tax free in the state—creating enforcement and evasion problems.
North Dakota has special provisions allowing purchasers from Montana and
Canada to buy tax free though delivery is taken in North Dakota.
Connecticut is concerned about both forms of escape, as are many other
states.
A particular problem arises with interstate services, when work is
performed in one state for delivery in another.
15
Texas has a major problem with tax-free exports to Mexico, the
goods coming back into the state free of tax.
Contractors
Another major source of problems relates to contractors, basically
because real property contracts are not fully subject to tax. There are
several aspects:
Real vs. personal property contract work—Ohio stresses this
problem; the distinction between real and personal property is not
always a clear one, and is legally different for some purposes than
others. Contracts relating to personal property are fully taxable;
those to real property are in general taxable only on the commodity
inputs, not the labor.
Remodelling, repair, and new construction . Where states treat
these differently, interpretational problems are serious. Texas and
Ohio note particular problems. Remodelling and new construction of real
property are taxable in general on the materials only, repair on the
full charge. The line is by no means a clear cut one.
Contractor-Retailer . Firms that are both retailers and
contractors are frequently a source of problems; Arkansas particularly
mentions this. A related issue is whether or not the exemption for the
Federal government and various nonprofit organizations passes through to
contractors on projects for these entities.
There are special problems in Arizona with regard to which firm is
the prime contractor (vs. the subcontractors) and an overlap of the law
with regard to mining and contracting.
16
Multiple Rates and Separate Levies
Most states have provided only one rate, and include in the sales
tax per se all taxed categories. But a few states have more than one
rate, especially in the south on various production inputs (lower rate).
Alabama and Louisiana stress the problems created. South Dakota also
has some departure, as does Illinois on food and medicines. Problems
are created for vendors as well.
The use of separate levies, primarily on public utilities (e.g.,
Illinois) and transient accommodations (Alabama) complicate compliance
and audit, and create problems with regard to production inputs.
Casual Sales
While the legislation defines casual sales, there are problems of
ensuring correct application, and a certain amount of evasion occurs,
yet to maintain tight control would be excessively costly. Flea markets
and itinerant vendors, as well as garage sales, are all aspects; Ohio
particularly stresses this problem.
Caps on Taxable Price
One of the most troublesome features of the taxes of several
southern states are the setting of caps on the taxable price on various
categories; only the price up to the cap figure is taxable. There are
endless controversies over what constitutes a single item (coat and
trousers of a suit, for example), problems for vendors as well as for
the state. Arkansas, North Carolina, and Tennessee all note major
problems
.
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Other Problems
Non Profit organizations - The tax treatment of non profit
entities is very complex in many states and difficult to implement.
Exemptions encourage nonprofits to expand into other areas of activity.
Bankruptcy and related aspects - Some states report problems with
bankruptcy and firms with no assets—Nevada and Mississippi, for
example. The general problem of large numbers of very small firms
yielding a small portion of the total revenue is noted by some—e.g.,
North Dakota—but any alternative to including them in practice into the
tax net would give rise to more difficulties. The continuing high
percentage of delinquencies, year after year, is obviously troublesome.
Sales to Indians , stressed by Oklahoma and Wyoming - Tax is due on
sales to non-Indians on sales on reservations, but this is difficult to
enforce.
CPAs - Two states (Wisconsin and Minnesota) stress the failure of
CPAs and tax lawyers to stress the need for their clients to conform
with use tax requirements.
Defective laws and regulations - Several states regard the act and
regulations as inadequate and often antiquated: Utah, Kansas,
Connecticut, the penalty system in Illinois.
Information to the registered firms - educating firms and the
public. Several states, Ohio and Nevada, for example, point out the
problems of getting information effectively out to the registered firms.
Lack of adequate funds ; Hiring freezes . Many states are convinced
that the funds available for audit are inadequate. Hiring freezes have
given particular difficulties in maintaining audit staffs.
18
Broader concerns . Several revenue departments stress broader
issues of concern:
1. The low elasticity of revenue in response to changes in personal
income (Washington)
.
2. The shift in consumption from commodities to services, most of
which are not taxed (California)
.
3. The importance of the underground economy, which cannot be
reached.
4. The volatility of revenue once food is exempted.
5. Differences among the states, many for little good reason, which
make the tasks of the vendors more difficult, as well as
cooperation among the states.
6. Cultural changes, with increasing numbers of vendors with
different cultural backgrounds and attitudes toward complying with
taxes (California)
.
AN "OPTIMAL" RETAIL SALES TAX?
In principle, an ideal sales tax would apply at a uniform rate to
all sales of commodities and services to final consumers without
exceptions but to no production inputs. In most respects such a tax •
would be relatively simple to operate, and avoid many of the problems of
the present levies. But such a tax would encounter an insuperable
obstacle; vendors would of necessity have to distinguish between
production and consumption use at the time of sale, and there is no
possible way that they can be expected to do so. Purchasers for
production use could be required to provide exemption certificates
indicating the purpose of the purchase, but control of these would be
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almost impossible. The other problem is an equity issue: while other
means can be designed to solve regressivity, solution to the problem of
excluding unusually high expenditures on certain types of services
society wishes to favor—e.g., health, education—would be difficult to
solve by this means.
Thus only a second best solution is possible: holding consumption
exemptions to an absolute minimum, taxing a wide range of services
primarily acquired for consumption purposes, and maximizing, so far as
is feasible, the exclusion of production inputs. Thus in addition to
sales for resale and items becoming physical ingredients, other goods
used directly in production, including machinery and equipment, energy
sources, and various farm items, would be excluded from tax, even though
this exemption gives rise to operational problems. Services rendered
primarily to business firms and consumer services with significant
equity considerations would be excluded. Thus, all food would be
taxable as well as commodities subject to excises, a wide ranqe of
consumer services, and full taxation of real property contracts except
for industrial and commercial buildings. Sales to all purchasers,
including governments, would be taxed. Thus substantial reorientation
of the sales taxes of some states would be necessary, particularly those
following the old California traditions. Burden on the poor would be
lessened by credit against income tax liability, with refund, although
as noted in Chapter 4 this system is not without problems also. The
chaos of local sales taxes in some states would be eliminated by either
raising the state rate and giving the funds to the local governments, or
20
requiring state collection of the local taxes, which would have the same
base as the state levy, but possibly different rates.
The Value Added Tax Alternative
Given the impossibility of developing an optimal retail sales tax,
is it feasible to move to a value added tax, now the standard form of
sales tax in much of the world? A state value added tax would solve one
basic problem: it would permit the complete exclusion from tax of
production inputs since firms would receive credit against tax due on
their sales, for tax paid on purchases under the usual form of VAT, and
facilitate the taxation of services. But at the state level, the tax
would encounter very serious operational problems. A much larger
percentage of preretail sales is interstate in character than that of
retail sales. For the system to function at all, the states would have
to give input tax credit for tax paid to other states. This would shift
a considerable portion of the total sales tax collections among states,
particularly from states that are primarily consuming states to ones
with a greater concentration of manufacturing and wholesale distribution
activity. States could not apply the tax to sales for delivery in other
states without Federal legislation to permit it.
Such a shift would be politically intolerable to many states, and
is contrary to the principle of the sales tax as a levy related to
consumption. Problems would also be created if there were differences
in coverage, exemptions, and rates among the states, which there would
be in the absence of drastic Federal interference with the freedom of
the states in this field.
2.1
The basic conflict between the advantage of the VAT and the
obstacles to operating it at the state level has led to suggestions,
particularly by Alice Rivlin, for the federal government to enact a
value added tax and share the revenue with the states, which would
eliminate their present sales taxes. This would facilitate removal of
the tax from production inputs, and end the problems of enforcing use
tax and the present leakage on interstate sales, as well as the problems
for business firms of complying with the sales and use tax legislation
of a number of states. The state levies could be eliminated completely,
or the states could be allowed to piggyback their own value added taxes
on the Federal tax. The latter approach would allow rate variation
among the states but would not solve entirely the problem of interstate
competition. To work effectively, a Federal clearing system would be
necessary. On sales for delivery in other states, firms would report
the amounts to the clearing agency, which would distribute the amounts
to the recipient states.
The primary objection to this approach, either with a uniform
Federal levy or piggybacking, is that the system could accomplish the
purposes only as a result of drastic Federal legislation forcing the
states to abandon their present retail sales taxes and accept instead a
piggybacked levy or a share of a uniform Federal levy. Either would
produce a drastic reorientation of intergovernmental fiscal relations.
The revenue powers of the state would be drastically curtailed, and the
states would relinquish their administration of the sales taxes. The
1Alice Rivlin, Reviving the American Dream , Washington: Brookings
Institution, 1992.
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only alternative to Federal coercion would be an agreement among all
states to accept this proposal. Either is most unlikely.
An intermediate step would be for the Federal government to enact
a VAT and permit the states to piggyback their retail sales taxes on the
Federal VAT. Such an approach could permit continued state
administration; in fact the states could administer the Federal tax as
well. But there would remain major issues of attaining at least some
uniformity of base, and the complications of two types of sales taxes
and the interstate problems would remain. Certainly the introduction of
a Federal VAT would endanger the high reliance on sales taxes by the
states. It is most unlikely that a Federal VAT would have a rate less
than 10 percent; thus the combined rate would be as high as 18 percent
or more. Popular resistance to the state levies would in all likelihood
increase substantially. Part of the strong adverse reaction in Canada
to the Federal VAT (GST) is a product of the high combined rates. The
states have never been willing to contract for Federal administration of
their income taxes.
The question of integration of state sales taxes and a possible
Federal value added tax has been explored in detail by Charles McLure. 1
THE PROCESS OF CHANGE IN STATE TAX STRUCTURE
In most states, changes in state taxes simply require approval by
the legislature and signature by the governor. Some, however, require
approval by popular vote, particularly for tax increases. Approval of
these changes is often difficult to attain, especially if rate increases
1Charles E. McLure, Jr., The Value Added Tax: Key to Deficit
Reduction? , Washington, D.C.: American Enterprise Institute, 1987.
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or broader coverage are proposed. Voters in some states have voted to
repeal increased coverages approved by the legislatures in recent
years—California on snack foods, for example.
The initiation of change comes from a variety of sources: members
of the legislature, the Governor's office, various interest groups such
as farmers, and the like. In some states major consideration of
significant changes has arisen from the work of commissions established
by the governor or the legislature, made up of persons from various
fields of activity in the state. An example is the report of the
Commission on Revenue in Illinois in 1963, which led to the introduction
of the state income tax. In recent years there has been a tendency for
the states to contract with outside organizations to conduct thorough
studies of the revenue system and make recommendations. The Nebraska
study of 1988 was conducted by the Metropolitan Studies Program at
Syracuse University, the more recent Connecticut Study (1991) and the
Iowa Study (1992-93) by the Policy Economics Group of KPMG Peat Marwick.
The most basic problem in obtaining optimal reform of tax
structures, as stressed to the author of this section by a ranking
member of the Finance Committee of the Kansas Senate, is the conflict
between what appears to be most logical in terms of the usual standards
of taxation and what is politically feasible. Compromise of the two
viewpoints is essential if there is to be a change.
THE FUTURE OF RELIANCE ON SALES TAXATION
Review of the state and local sales taxes suggests that the
structures and administration are by no means perfect, but they are
generally acceptable, with potential improvements. By moving toward
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greater taxation of consumer services and lessened taxation of
production inputs the worst structural deficiencies can be lessened;
greater state absorption or at least coordination of local sales taxes
have merit, as well as changes in administrative features as noted in
earlier chapters. The major weakness is the interstate problem. There
are always dangers of shifts in the wrong direction, such as the effort
of some states to increase the taxation of services that are primarily
production inputs.
There is no serious effort to lessen reliance on the sales taxes,
nor to reduce the rates. Further increases in rates are likely—but it
must be remembered that higher rates increase the significance of
undesirable features of the taxes and adverse incentive effects.
Greater relative reliance on income taxes is much more unpopular
politically than continued use of the sales taxes, and increases the
danger of loss of economic efficiency—from departure of economic
activity from the state and the relatively greater adverse effects of
higher income tax rates on the savings ratio and real investment
decisions. Sales taxation has the important advantage from the
standpoint of the states of greater stability of revenue than the income
tax—though with less as food is exempted. Sales tax revenue, however,
is less responsive to increase in incomes and inflation than are income
taxes. Sales taxation avoids the serious inequities of the property
tax. The regressivity objection of the sales tax must be considered in
light of the distribution of burden of the tax structure as a whole not
of the sales tax alone. The question of the absolute burden on the poor
is a more serious one. Food exemption is a costly and unsatisfactory
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solution; some type of credit against income tax or direct refund system
is preferable, but is not without difficulties.
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